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INTRODUCTION  TO  THE 
TAX  EXPENDITURE  BUDGET 


According  to  the  provisions  of  Chapter  611  of  the  Acts  of  1983, 
the  Secretary  for  Administration  and  Finance  is  required  to  file  an 
annual  tax  expenditure  budget  beginning  on  December  15,  1984. 

In  anticipation  of  this  requirement  and  in  order  to  maximize 

public   discussion   on   this   complex   topic,  we   are   issuing   this 

preliminary  tax  expenditure  budget  for  review  and  comment,  prior  to 
filing  the  final  document  later  in  the  Fall. 

This  document  lists  each  tax  code  provision  that  deviates  from  the 
basic  definition  of  each  tax,  along  with  estimates  of  the  revenue 
foregone  by  allowing  these  special  tax  treatments.  Because  this 
year's  effort  is  a  first  step,  the  tax  expenditure  budget  presents 
little  analysis  of  the  rationale  for  or  incidence  of  subsidies 
provided  through  the  tax  code.  The  summary  below  is  intended  to 
explain  the  purpose  of  publishing  a  tax  expenditure  budget  and  to 
discuss  our  approach  to  identifying  and  estimating  the  costs  of  tax 
expenditure  provisions  in  the  tax  code. 

The  sections  following  this  summary  describe  each  of  the  state's 
major  taxes  and  list  each  related  tax  expenditure. 


WHAT  ARE  TAX  EXPENDITURES? 

Tax  expenditures  are  provisions  in  the  tax  code,  such  as 
exclusions,  deductions,  credits,  and  deferrals,  that  are  designed  to 
encourage  certain  kinds  of  activities  or  to  aid  taxpayers  in  special 
circumstances.  When  such  provisions  are  enacted  into  the  tax  code, 
they  result  in  a  loss  of  tax  revenue  to  the  treasury.  Thus,  less 
revenue  will  be  available  to  fund  other  programs,  unless  tax  rates  are 
raised.   In  this  sense,  the  fiscal  effects  of  a  tax  expenditure  are 
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just   like   those   of   a   direct   government   expenditure.    Some   tax 
expenditures   involve   a  permanent   loss   of   revenue,   and   thus  are 
comparable  to  a  payment  by  the  government;  others  cause  a  deferral  of 
revenue  to  the  future,  and  thus  are  comparable  to  an  interest-free 
loan   to   the   taxpayer.    Since   tax   expenditures   are   designed   to 
accomplish  certain  public  goals  that  otherwise  might  be  met  through 
direct  expenditures,  it  seems  reasonable  to  apply  to  tax  expenditures 
the  same  kind  of  analysis  and  review  that  the  appropriations  budget 
receives.   This  preliminary  document  is  a  first  step  in  that  direction. 

It  is  essential  to  distinguish  between  those  provisions  of  the  tax 
code  that  represent  tax  expenditures  and  those  that  are  part  of  the 
"basic  structure"  of  a  given  tax.  The  basic  structure  is  the  set  of 
rules  that  defines  the  tax;  a  tax  expenditure  is  an  exception  to  those 
rules.  In  general,  most  taxes  have  a  series  of  features  that  define 
their  basic  structure.   These  features  ares 


1.  A  base,  on  which  the  tax  is  levied,   such  as  net  income,  or  a 
particular  class  of  transactions; 

2.  A  taxable  unit,  such  as  a  person  or  a  corporation; 

3.  A  rate,  to  be  applied  to  the  base; 

4.  A  definition  of  the  geographic  limits  of  the  state's  exercise  of 
its  tax  jurisdiction;  and 

5.  Provisions  for  the  administration  of  the  tax. 


A  tax  expenditure  is  a  deviation  from  the  generally  agreed-upon, 
or  basic,  structure  of  a  given  tax.  For  example,  the  base  of  the 
sales  tax  includes  all  retail  sales  to  final  consumers  of  a  product. 
The  exemption  for  sales  of  energy  conservation  equipment  is  an 
exception,  created  to  encourage  purchase  of  such  equipment.  This 
exemption,  then,  is  a  tax  expenditure. 

It  is  important  to  remember  that  all  of  the  deductions  and 
exemptions  allowed  under  the  tax  statutes  are  not  tax  expenditures. 
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For  example,  the  broad  category  of  income  tax  deductions  allowed  for 
business  expenses  is  not  listed  as  a  tax  expenditure.  Since  the 
income  tax  is  generally  considered  to  be  a  tax  on  income  net  of  the 
costs  of  producing  that  income/  deductions  for  business  expenses  are 
part  of  the  definition  of  the  tax  base.  In  addition,  tax  provisions 
reflecting  constitutional  prohibitions,  such  as  the  nontaxation  of 
sales  to  the  U.S.  government/  are  considered  part  of  the  basic  tax 
structure  and  therefore  are  not  listed  as  tax  expenditures. 

While  these  definitions  seem  straightforward  enough,  the  task  of 
compiling  a  comprehensive  list  of  tax  expenditures  presents  many 
practical  problems.  Although  there  is  a  general  consensus  that 
certain  provisions  are  tax  expenditures  because  they  are  clear 
deviations  from  the  generally-accepted  tax  structure,  there  is  room 
for  disagreement  about  how  to  analyze  some  tax  provisions.  For 
example,  deductions  for  the  depreciation  of  property  and  equipment 
used  in  a  trade  or  business  are  considered  part  of  the  basic  tax 
structure  because  the  use  of  productive  assets  is  a  legitimate  cost  of 
doing  business.  However,  federal  depreciation  rules  have  changed  over 
the  years  to  allow  larger  and  larger  depreciation  deductions  in  the 
early  years  of  a  property's  useful  life.  These  accelerated 
depreciation  rules  could  be  viewed  as  properly  reflecting  changing 
notions  of  obsolescence  and  thus  part  of  the  basic  tax  structure;  or 
the  faster  rates  of  depreciation  could  be  considered  a  special 
adjustment  in  the  tax  base  designed  to  provide  an  incentive  for 
investment,  and  therefore  a  tax  expenditure.  Indeed,  the  version  of 
the  most  recent  federal  tax  expenditure  budget  prepared  by  the 
Congressional  Budget  Office  and  the  version  prepared  by  the  Treasury 
Department  disagreed  on  exactly  this  issue.  We  have  adopted  the  point 
of  view  that  accelerated  depreciation  is  a  tax  expenditure.  Although 
accelerated  depreciation  still  allows  the  same  total  deduction  for  a 
piece  of  property,  the  rate  of  depreciation  allowed  in  the  early  years 
is  faster  than  would  be  permitted  under  traditional  accounting 
principles.  However,  no  attempt  has  been  made  in  this  tax  expenditure 
budget  to  define  "normal"  rates  of  depreciation  for  every  class  of 
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property,  since  there  is  considerable  disagreement  about  how  to  define 
the  true  "useful  life"  for  equipment  and  real  estate.  Generally, 
revenue  cost  estimates  in  this  document  for  tax  expenditures 
associated  with  accelerated  depreciation  rely  on  assumptions  used  in 
federal  tax  expenditure  analysis. 

Similarly,   we   have   chosen   to   view   the   rules   for   personal 

exemptions  and  no  tax  status  in  the  Commonwealth's  personal  income  tax 

as  provisions  which  help  to  define  the  income  tax  base,  and  thus  as  a 

part  of  the  basic  structure  of  the  tax  (much  as  the  progressive  rate 

structure  of  the  federal  income  tax,  which  similarly  reduces  the  tax 

burden  on  low-income  people,  is  a  part  of  its  basic  structure).   The 

base  of  the  tax  is  defined  as  net  income  above  what  is  required  for 

subsistence.   Therefore,  to  the  extent  that  personal  exemptions  free 

from  taxation  income  needed  for  subsistence,  they  help  define  the  tax 

base  and  should  not  be  classified  as  tax  expenditures.   According  to 

this   reasoning,   exemptions   allowed   for   dependents   would   also  be 

considered   part   of   the   basic   tax   structure,   since   subsistence 

requirements   increase  with  the  size  of   the   taxpayer's  household. 

However,  we  note  that  this  view  of  the  tax  structure  did  not  lead  to 

easy  conclusions.   First  Massachusetts  allows  taxpayers  exemptions  for 

dependents  even  if  those  dependents  have  their  own  income  and  take 

personal   exemptions   for   themselves.    Part   of   the   dependents' 

exemption,  then  is  considered  a  tax  expenditure.   Second,  some  aspects 

of  the  personal  exemption  provisions  in  Massachusetts,   such  as  the 

differing  treatment  of  working  and  nonworking  spouses  or  the  fact  that 

the  no  tax  status  amount  is  greater  than  the  personal  exemption, 

suggest  that  the  intent  goes  beyond  simple  definition  of  an  income 

base.   Although  personal  exemptions  and  the  no  tax  status  are  not 

listed  in  this  document  as  tax  expenditures,  estimates  for  the  revenue 

loss  associated  with  these  provisions  are  provided. 

The  sales  tax  presented  the  most  difficult  case.   We  decided  that 

tax  expenditure  analysis  was  impossible  at  this  time  because  there  is 
considerable  disagreement  about  how  to  define  a  "basic  structure"  for 
the  tax.   The  statute  and  the  legislative  history  indicate  that  the 
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established  base  of  the  tax  is  all  "retail"  sales.  At  a  minimum/  the 
sales  tax  exemptions  for  business  purchases  of  component  parts  and  of 
products  to  be  resold  appear  to  be  provisions  that  help  define  which 
sales  are  considered  non-retail  sales,  and  therefore  should  not  be 
classified  as  tax  expenditures.  However,  it  was  not  possible  to 
decide  whether  other  sales  tax  exemptions  might  also  cover  non-retail 
sales.  For  example,  manufacturing  companies  are  allowed  an  exemption 
from  the  sales  tax  for  purchases  of  machinery  used  in  the  production 
process.  Although  this  machinery  is  not  a  direct  component  part  of 
the  product  being  manufactured  and  is  not  purchased  simply  to  be 
resold,  some  analysts  would  say  that  because  these  purchases  are  not 
purchases  by  the  final  consumers  of  a  product,  and  because  they 
represent  legitimate  business  expenses,  these  sales  tax  exemptions 
should  not  be  considered  tax  expenditures.  However,  the  Massachusetts 
sales  tax  statute  is  filled  with  exemptions  that  do  not  follow  a 
discernible  pattern.  For  example,  manufacturers  are  exempt  from  sales 
tax  on  machinery  but  not  on  motor  vehicles,  and  construction  firms  are 
not  fully  exempt  from  sales  tax  on  their  equipment  purchases.  Because 
it  is  difficult  to  define  the  basic  tax  structure,  the  discussion  of 
the  sales  tax  in  this  document  is  not  a  "tax  expenditure  analysis". 
Instead,  all  of  the  exemptions  from  the  sales  tax  are  listed  along 
with  estimates  of  their  full  revenue  cost.  We  hope  that  this 
preliminary  document  will  help  spark  debate  on  this  issue  which  may 
clarify  the  structure  of  the  sales  tax  in  Massachusetts  and  make  tax 
expenditure  analysis  possible. 

The  most  important  thing  to  remember  is  that  making  a  judgment 
about  whether  a  provision  is  a  tax  expenditure  is  not  the  same  as 
making  a  judgment  about  its  desirability.  An  element  of  the  basic 
structure  of  a  tax  can  be  inequitable  or  have  undesirable  economic 
effects,  just  as  a  tax  expenditure  can.  If  so,  it  can  be  changed  by 
legislative  action,  just  as  a  tax  expenditure  can. 
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WHY  PUBLISH  A  TAX  EXPENDITURE  BUDGET? 

A  tax  expenditure  budget,  then,  is  not  equivalent  to  a  compre- 
hensive examination  of  the  entire  tax  system.  Nor  does  it  imply 
judgments  about  the  appropriateness  of  particular  tax  provisions.  Its 
purposes  are  somewhat  more  modest. 

Tax  expenditures,  as  we  noted,  are  comparable  to  direct  government 
expenditures  in  that  both  incur  a  cost  to  the  treasury  (in  other 
words,  result  in  higher  tax  rates)  in  order  to  accomplish  public 
goals.  But  unlike  direct  expenditure  programs,  tax  expenditures  do 
not  require  periodic  appropriations.  They  may  therefore  remain  in 
effect  indefinitely,  with  no  scrutiny  by  policymakers  of  whether  they 
are  accomplishing  a  worthwhile  purpose  in  a  cost-effective  way. 
Indeed,  their  existence  may  be  unknown  to  all  but  a  few.  Their 
absence  from  the  appropriations  process  gives  a  distorted  picture  of 
the  pattern  of  government  spending  and  makes  it  harder  for  elected 
officials  to  make  the  right  choices  about  how  best  to  use  limited 
funds. 

The  purpose  of  a  tax  expenditure  budget  is  to  help  provide  a 
clearer  picture  of  the  total  range  of  government  programs.  A  tax 
expenditure  budget  does  not,  by  itself,  force  systematic  review  of  tax 
expenditures.  This  can  be  done,  for  instance,  by  making  the  tax 
expenditure  expire  at  a  certain  date  unless  renewed  (often  called  a 
"sunset"  provision),  or  by  incorporating  the  review  of  tax 
expenditures  directly  into  the  budget  process.  A  tax  expenditure 
budget  is  only  a  tool  to  help  policymakers  and  the  public  understand 
what  the  government  is  doing. 

There  does  appear  to  be  growing  belief  that  such  a  tool  is 
useful.  Several  states  have  already  published  tax  expenditure 
budgets,  including  Minnesota,  Maryland,  Michigan,  and  California.  The 
United  States  government  has  published  one  since  1968,  and  Canada  and 
many  other  European  countries  are  doing  so  as  well. 


1-6 


In  Massachusetts,  the  General  Court  recently  passed  legislation 
requiring  the  Secretary  for  Administration  and  Finance  to  submit  an 
annual  tax  expenditure  budget  to  the  Legislature  starting  in 
December  1984.  We  supported  this  legislation  and  indeed  had  begun 
preparation  of  a  tax  expenditure  budget  before  it  was  passed.  We  hope 
that  the  tax  expenditure  budget  can  become  a  regular  part  of  the 
governor's  annual  budget  submission. 


WHAT  THIS  BUDGET  DOES  —  AND  DOES  NOT  DO 

This  budget  should  be  considered  a  first  attempt  to  list  tax 
expenditures,  describe  their  characteristics,  and  estimate  their 
revenue  costs.  As  a  first  attempt,  it  naturally  is  not  as  precise  or 
complete  as  we  expect  future  budgets  to  be.  Many  estimates  are  of 
necessity  rough.  We  may  have  omitted  some  tax  expenditures.  In 
addition,  we  have  concentrated  this  year  on  the  revenue  cost  side, 
without  estimating  benefits  or  describing  distributional  effects.  We 
view  this  budget  as  an  important  step  forward,  and  we  hope  to  continue 
to  advance  in  future  years.  In  addition,  we  want  to  emphasize  once 
again  that  this  budget  is  a  source  of  information,  not  a  judgment  on 
the  desirability  of  particular  provisions. 

Information  collected  by  the  Department  of  Revenue  from 
Massachusetts  tax  returns  was,  of  course,  an  important  source  of  data 
in  this  budget.  Estimates  made  from  these  data  tend  to  be  the  most 
reliable.  Unfortunately,  many  tax  expenditures  cannot  be  estimated 
from  DOR  records.  When  a  particular  category  of  income  is  excluded 
from  taxation,  amounts  often  do  not  appear  on  tax  records.  (This  is 
especially  likely  to  be  the  case  for  those  tax  expenditures  brought 
about  by  "coupling"  the  state  tax  code  to  the  federal  code,  since 
deductions  are  not  reported  explicitly  but  are  simply  carried  over  to 
state  tax  calculations  as  part  of  the  reporting  of  federal  income.) 
In  such  cases  we  have  had  to  estimate  a  Massachusetts  figure  using 
national  tax  data,  census  information,  sales  statistics,  and  other 
information.  Each  revenue  cost  estimate  is  accompanied  by  a 
description  of  the  source  of  the  data  to  help  readers  understand  the 
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reliability  of  the  numbers.  Computerization  now  underway  in  the 
Department  of  Revenue  should  permit  more  accurate  estimates  in  future 
budgets.  All  estimates  are  projections  forward  from  a  base  year 
(which  varies  depending  on  the  availability  of  data)  to  fiscal  year 
1985. 

There  are  some  additional  caveats  that  the  reader  should  keep  in 
mind  when  reading  this  budget. 

First,  revenue  loss  estimates  have  been  made  without  taking  into 
account  how  repealing  a  provision  might  change  taxpayer  behavior.  For 
example,  if  the  sales  tax  exemption  for  a  particular  item  were 
repealed,  the  item  would  become  more  expensive  to  consumers,  so  one 
would  expect  sales  of  that  item  to  decline.  The  revenue  gain  from 
repealing  the  provision  would  be,  therefore,  slightly  less  than  if  the 
level  of  sales  for  the  affected  items  remained  the  same.  On  the  other 
hand,  some  of  the  income  not  spent  on  that  item  might  be  spent  on 
other  taxable  items.  Clearly,  the  full  calculation  of  these  effects 
is  very  difficult,  and,  as  a  rule,  these  effects  are  probably  minor. 
Nonetheless,  we  urge  caution  in  using  the  revenue  loss  estimates  as 
direct  representations  of  how  much  revenue  would  actually  result  from 
repealing  a  given  provision. 

Second,  the  interaction  among  different  taxes  and  tax  expenditures 
may  be  quite  complex.  Repealing  some  tax  expenditures  may  increase  or 
decrease  the  value  of  others.  For  example,  increasing  the  no  tax 
status  amount  would  mean  that  fewer  people  would  pay  taxes,  and  thus 
fewer  people  would  claim  other  exemptions.  This  would  reduce  the 
revenues  lost  through  other  exemptions.  Therefore,  one  should  not  try 
to  arrive  at  a  total  value  for  all  tax  expenditures  simply  by  adding 
up  the  estimates  for  each. 

Third,  estimates  are  of  annualized  revenue  cost.  Because  of 
withholding  provisions  and  time  lags  in  tax  filing,  the  actual 
revenues  generated  in  the  first  year  by  repealing  a  provision  may  be 
less  than  a  full  year's  revenue  cost. 
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And  fourth,  the  revenue  cost  estimates  do  not  always  reflect 
compliance  factors  which  may  significantly  reduce  revenues  available 
from  a  tax  expenditure  repeal.  In  particular,  where  Massachusetts  tax 
provisions  are  "coupled"  with  federal  tax  rules,  audits  of 
Massachusetts  taxpayers  generally  compare  state  and  federal  returns. 
If  Massachusetts  tax  provisions  were  "decoupled",  taxpayers  would  have 
to  make  separate  calculations  for  Massachusetts  tax  purposes,  and 
these  provisions  would  require  special  audit  procedures.  Compliance 
difficulties  would  certainly  result. 


A  FRAMEWORK  FOR  ANALYZING  TAX  EXPENDITURES 

The  information  provided  in  this  budget,  together  with  other 
information,  can  provide  a  basis  for  thinking  about  tax  expenditures 
systematically.  One  way  to  do  this  is  to  frame  a  series  of 
questions.  The  sections  below  provide  a  general  framework  for 
thinking  about  tax  expenditures  and  illustrate  the  use  of  this 
approach  by  looking  at'  one  example. 

1.   Is  there  a  problem  the  government  should  be  addressing? 

Tax  expenditures  seek  either  to  encourage  certain  activities  or  to 
aid  taxpayers  in  special  circumstances.  The  first  point  to 
establish  is  whether  a  need  for  such  action  exists.  If  we  are 
trying  to  encourage  a  certain  activity,  are  we  sure  that  it  is 
desirable?  Do  we  know  that  in  the  absence  of  the  tax  expenditure 
budget  there  will  be  too  little  of  the  activity,  and  how  is  "too 
little"  defined?  Is  there  reason  to  think  that  government 
intervention  will  be  effective? 


2.   Which  approach  would  be  better:   A  tax  expenditure  or  a  direct 
expenditure? 

There  are  pros  and  cons  to  each  type  of  assistance,  but  these  must 
be  considered  carefully  in  specific  cases.   For  example,  although 
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tax  expenditures  are  generally  thought  to  have  lower  admin- 
istrative costs,  a  given  tax  expenditure  may  have  quite  high 
administrative  costs,  often  reflected  in  processing  and  auditing 
costs  at  the  Department  of  Revenue. 

Direct  expenditures  are  usually  thought  to  be  easier  to  target 

effectively,  but  direct  expenditure  programs  often  have  a  way  of 

turning  into  general  entitlements  as  the  expressed  need  for 
assistance  becomes  more  and  more  widespread. 

It  is  important  to  remember  that  tax  expenditure  programs  cannot 
directly  benefit  those  who  do  not  pay  taxes,  generally  the  poor. 
One  should  bear  in  mind,  too,  that  if  there  is  no  systematic 
review  process  set  up  for  tax  expenditures,  they  may  be  more 
likely  than  direct  expenditures  to  continue  after  they  have 
outlived  their  usefulness. 


Are  the  benefits  of  the  expenditure  great  enough  to  justify  its 
continuation? 

The  Commonwealth  cannot,  of  course,  fund  every  program  that  might 
be  desirable.  For  each,  we  want  to  ask,  what  are  the  benefits  of 
this  program,  and  who  receives  them?  How  do  the  benefits  of  this 
program  compare  to  a  direct  expenditure  program  with  similar 
purposes,  or  to  the  benefits  of  alternatives,  such  as  funding  some 
other  worthy  program  reducing  the  overall  tax  burden?  Are  there 
unintended  consequences  that  are  undesirable? 

It  is  important  to  remember  that  many  Massachusetts  tax 
expenditures  arise  because  of  "coupling"  to  the  federal  tax  code. 
Often  the  administrative  costs  of  such  a  tax  expenditure,  both  to 
the  Commonwealth  and  to  the  taxpayer,  are  less  than  the 
administrative  costs  of  repealing  it  would  be.  When  we  decouple, 
taxpayers  must  make  separate  calculations  for  state  tax  purposes, 
and  the  state  cannot  rely  on  federal  help  in  auditing  taxpayers. 


I  -  10 


Moreover,  to  the  extent  that  other  states  have  the  same  provision, 
retaining  these  tax  expenditures  helps  promote  a  consistency  among 
state  tax  codes  that,  particularly  in  the  area  of  corporate 
taxation,  is  generally  desirable.  But  no  tax  expenditure  should 
be  exempt  from  review;  those  coupled  provisions  thought  to  cause 
an  unjustifiable  waste  of  state  revenue  dollars  should  be  debated. 


SAMPLE  OF  TAX  EXPENDITURE  ANALYSIS 

The  section  below  demonstrates  how  the  analytical  framework 
developed  above  could  be  applied  to  one  tax  expenditure  provision.  We 
emphasize  here  that  the  example  we  are  presenting  is  not  intended  to 
indicate  any  judgment  about  this  tax  provision,  but  rather  to 
illustrate  the  process  of  tax  expenditure  analysis  which  we  are 
advocating. 


The  Urban  Job  Incentive  Program 

In  1970,  and  1977,  the  Massachusetts  legislature  authorized  an 
Urban  Job  Incentive  Program  (UJIP),  a  special  corporate  excise  tax 
credit  and  deduction  to  encourage  businesses  to  locate  within,  and 
employ  persons  from,  poverty  areas  in  the  state.  The  credit  is  equal 
to  the  difference  between  the  local  property  tax  paid  and  the  average 
statewide  property  tax.  In  1981,  this  provision  of  UJIP  certified 
employees  resulted  in  a  $0.5  million  tax  expenditure.  This  is  equal 
to  less  than  $26  for  every  UJIP  certified  employee.  As  assessed 
values  are  equalized  across  the  state,  the  variation  will  tend  to 
disappear,  resulting  in  a  negligible  tax  expenditure  for  1985. 

The  deduction  is  equal  to  an  additional  25%  of  wages  paid  to 
employees  living  in  a  poverty  area,  thus  allowing  a  total  deduction  of 
125%  of  the  wages  of  these  employees.  The  revenue  cost  of  this 
provision  was  estimated  to  be  $6.5  million  in  1981. 
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Is  there  a  problem  the  government  should  be  addressing? 

UJIP  is  intended  to  encourage  businesses  to  locate  in,  and  employ 
persons  from,  poverty  areas  in  the  state.  This  intention  actually 
implies  two  objectives:  to  encourage  business  formation  in  areas 
where  there  may  not  be  many  businesses  now;  and  to  employ  poor  people, 
presumably  those  who  would  otherwise  be  unemployed. 

While  these  two  objectives  are  closly  linked,  it  is  possible  to 
achieve  one  without  achieving  the  other.  For  example,  one  might  want 
more  businesses  to  locate  in  economically  deprived  areas  for  fiscal 
reasons:  to  help  assure  that  all  cities  and  towns  in  the  Commonwealth 
have  a  property  tax  base  adequate  to  keep  them  fron  entering  a 
downward  spiral  of  deterioration.  Viewed  this  way,  the  question  of 
who  is  employed  by  these  revenue-generating  businsses  is  secondary. 

Alternatively,  the  primary  purpose  might  be  to  provide  jobs  for 
unemployed  poor  people.  This  is  suggested  by  the  existence  of  the 
provision  specifically  aimed  at  employment  of  people  who  live  in  a 
poverty  area,  and  by  the  fact  that  the  program  was  authorized  as  a 
"job  incentive"  program.  In  this  view,  the  property  tax  provision  is 
designed  to  address  the  problem  of  high  unemployment  in  economically 
deprived  areas  by  providing  jobs  nearby. 

However,  it  is  not  obvious  that  developing  jobs  in  economically 
deprived  areas  is  an  effective  way  to  employ  poor  people.  A  business 
could  locate  in  a  poverty  area  and  not  employ  any  local  residents 
(although  then  it  might  not  receive  the  UJIP  wage  deduction). 
Conversely,  some  studies  have  suggested  that  the  location  of  jobs  is 
relatively  unimportant  in  determining  unemployment  rates  in 
lower-income  neighborhoods.  Location  might  still  be  a  significant 
factor  if  jobs  are  very  far  away  or  difficult  to  reach;  the  point  here 
is  only  that  this  cannot  be  taken  for  granted  as  being  a  major  cause 
of  unemployment  in  economically  deprived  neighborhoods. 
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Tax  expenditure  or  direct  expenditure? 

Using  a  tax  expenditure  to  attack  this  problem  means  that  the 
incentives  cannot  affect  nonprofit  corporations,  corporations 
currently  opertaing  at  a  loss,  and  noncorporate  firms.  In  fact,  data 
collected  by  the  Department  of  Revenue  indicate  that  virtually  all 
firms  taking  advantage  of  UJIP  have  been  large,  profitable 
corporations.  This  does  not  mean  that  UJIP  is  not  serving  its 
purpose,  since  its  purpose  is  to  induce  corporations  to  do  certain 
things  thought  to  be  beneficial,  and  not  to  support  struggling 
companies.  Nonetheless,  a  legitimate  question  is  whether  UJIP  would 
serve  its  purpose  more  effectively  if  it  also  offered  incentives  to 
nonprofits,  proprietorships,  and  temporarily  distressed  companies. 
Studies  show  that  most  new  jobs  are  provided  by  small  businesses, 
which  nay  be  quite  likely  to  show  losses  in  their  start-up  years. 

UJIP  tax  benefits  have  been  awarded  fairly  broadly.  For  example, 
a  business  may  get  a  credit  for  locating  in  a  city  which  contains  a 
poverty  area,  even  if  the  business  itself  is  not  located  in  the  actual 
poverty  area.  Furthermore,  an  area  may  get  a  poverty  designation  as  a 
result  of,  for  instance,  a  large  student  population  overall.  A  direct 
expenditure  program  might  be  better  targeted. 

It  should  be  noted  that  the  administrative  costs  of  UJIP  are  not 
trivial.  The  Department  of  Commerce  and  Development's  Urban  Job 
Incentive  Bureau  has  several  employees  working  in  UJIP-related  matters. 


Do  the  benefits  of  the  program  justify  the  costs? 

In  1981,  UJIP  cost  about  $340  per  employee.  This  would  appear  to 
be  a  very  low  cost  for  job  creation,  especially  when  compared  with  the 
cost  of  unemployment  benefits,  or  with,  for  example,  the  Department  of 
Public  Welfare's  Suppported  Work  program,  which  cost  more  than  $3,000 
per  participant   in  the  same  period.    However,   whether  UJIP  is  a 
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bargain  depends  on  how  effective  UJIP  is  in  accomplishing  its  goals. 
UJIP  does  not  require  that  employees  be  unemployed  prior  to  receiving 
UJIP  certification.  Thus,  employers  can  receive  a  subsidy  for  workers 
already  on  their  payrolls.  It  is  possible  that  UJIP  is  helping  to 
keep   these  people   on   the  payrolls,   but   this   is   certainly   less 

difficult  than  inducing  employers  to  make  new  hires  of  unemployed 

workers. 


Conclusions  about  tax  expenditure  analysis 

This  example  has  been  presented  to  illustrate  the  complexity  of 
the  issues  which  are  raised  when  one  begins  thinking  about  tax 
expenditure  programs.  It  is  important  to  recognize,  as  this  example 
demonstrates,  that  the  analytical  framework  usually  does  not  produce 
clear  conclusions  about  the  appropriateness  of  a  tax  expenditure 
program.  We  do  believe,  however,  that  the  debate  of  these  issues  can 
help  improve  the  policymaking  process. 


READING  THE  BUDGET 

In   this   document,   the   various   tax   expenditures   are   grouped 
according   to   the   tax   that   they  pertain   to   ■ —  personal   income, 
corporate  excise,   sales  and  use,   and  estate.    Not  all  taxes  are 
covered  in  this  budget.   In  particular,  there  is  no  analysis  of  the 
separate  taxes  on  financial  institutions,   utilities,   and  insurance 
companies  or  the  various  special  excises  on  motor  fuels,  cigarettes, 
and  alcoholic  beverages.   Each  of  the  four  major  taxes  is  first 
described  in  an  introductory  section  which  explains  how  the  tax  is 
calculated,   what  total  revenues  are,   and  what  we  take  the  basic 
structure  of  the  tax  to  be.   The  tax  expenditures  associated  with  that 
tax  are  listed  afterwards.    The  listing  for  each  tax  expenditure 
includes  the  name,  a  brief  description,  an  estimate  of  its  annual 
revenue   cost,   and   the   appropriation   category   to   which   it   would 
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be  assigned  if  it  were  a  direct  expenditure.  The  listing  also 
includes  abbreviations  for  the  characteristics  and  origin  of  the  tax 
expenditure  and  for  the  source  of  the  data  used  in  making  the  cost 
estimate.  These  abbreviations  are  explained  in  a  key  at  the  beginning 
of  each  section.  Following  the  tax  expenditure  listings  are  two 
appendices.  One  lists  federal  tax  expenditures  not  adopted  by- 
Massachusetts  ,  and  a  second  discusses  special  features  of  the 
Commonwealth's  sales  tax  structure. 


GLOSSARY 


Amortization;  Annual  deduction  allowed  for  the  gradual  exhaustion  or 
obsolescence  of  intangible  assets  having  a  limited  useful  life  which 
are  used  in  the  production  of  income,  such  as  patents  and  copyrights; 
analogous  to  depreciation  of  tangible  assets. 

Capital  expenditure;  An  expenditure  made  in  acquiring,  adding  to  or 
bettering  a  fixed  asset.  For  accounting  purposes,  capital 
expenditures  are  not  charged  against  current  revenue.  They  art  added 
to  capital  account  or  "capitalized"  and  then  may  be  depreciated, 
amortized,  or  recovered  when  a  business  is  sold.  To  be  distinguished 
from  an  expense. 

Credit ;  Amount  by  which  a  taxpayer  is  allowed  to  reduce  a  tax 
computed  by  applying  the  tax  rates  to  the  tax  base;  to  be 
distinguished  from  a  deduction  from  the  tax  base. 

Deduction;  Amount  which  a  taxpayer  is  allowed  to  subtract  from  the 
gross  tax  base. 

Depreciation;  Annual  deduction  allowed  for  the  gradual  exhaustion  or 
obsolescence  of  tangible  property  used  in  the  production  of  income. 
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Exemption:  The  legal  elimination  from  the  tax  base  of  items  or 
transactions  recognized  as  falling  within  its  definition,  or  of 
taxable  units  which  would  normally  be  subject  to  tax. 

Expense;  A  revenue  expenditure  or  cost  which,  for  accounting 
purposes,  is  charged  against  current  revenue.  To  be  distinguished 
from  a  capital  expenditure. 

Gross  income:  The  total  of  all  items  included  in  the  concept  of 
income  that  a  taxpayer  receives  during  the  taxable  period. 

Net  income:  Amount  remaining  after  subtracting  exempt  income  and 
deductions  from  gross  income. 

Personal  exemption:  A  specific  amount  or  percentage  of  net  income  on 
which  the  tax  rate  is  zero.  To  be  distinguished  from  an  exemption  as 
defined  above,  which  applies  to  a  class  of  income  or  taxpayers. 
Sometimes  called  an  "allowance". 

Taxable  income:  Amount  to  which  the  tax  rates  are  applied  in 
computing  tax  liability,  after  subtracting  personal  exemptions  from 
net  income. 
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THE  PERSONAL  INCOME  TAX 


Although  income  from  professions/  trades ,  or  employments  was  taxed 
throughout  the  nineteenth  century  under  the  local  property  tax,  it  was 
not  until  1916,  under  the  authority  of  Article  44  of  the  Amendments  to 
the  Massachusetts  Constitution,  that  the  Massachusetts  personal  income 
tax  was  enacted  as  a  separate  tax.  Unlike  most  states  with  income 
taxes,  Massachusetts  applies  flat  rather  than  graduated  rates,  because 
Article  44  requires  that  all  income  of  the  same  class  be  taxed  at  the 
same  rate. 

The  tax  is  the  state's  largest  revenue  source  accounting  for 
approximately  50%  of  taxes  collected.  Personal  income  tax  collections 
for  fiscal  year  1985  are  expected  to  be  $2,983  million. 


BASIC  STRUCTURE 

Tax  Base 

The  tax  base  is  gross  income  minus  the  costs  of  producing  the 
gross  income  (trade  or  business  expenses).  Massachusetts  gross  income 
is  defined  as  federal  gross  income  with  certain  modifications.  It  is 
divided  into  two  classes:  interest,  dividends,  and  net  capital  gains 
("unearned"  or  "Part  A");  and  all  other  income  ("earned"  or 
"Part  B"). 

Massachusetts  taxpayers  are  entitled  to  a  basic  personal  exemption 
which  varies  according  to  taxpayer  status.  These  exemptions  are 
considered  to  be  outside  the  generally  accepted  tax  base.  They 
reflect  the  notion  that  income  needed  for  bare  subsistence  should  be 
free  from  tax.  Thus,  for  the  purposes  of  this  exercise,  these 
exemptions  are  not  listed  as  tax  expenditures.  In  addition,  taxpayers 
whose  total  income  is  below  a  specified  level  are  entitled  to  "no  tax 
status".  For  the  same  reason,  this  status  is  not  listed  as  a  tax 
expenditure.   On  the  other  hand,  because  policymakers  often  adjust  the 
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dollar  amounts  for  the  personal  exemptions  and  the  no  tax  status, 
estimates  are  provided  for  them  in  footnote  one  to  the  list  of 
personal  income  tax  expenditures. 


Taxable  Unit 

Individuals  are  taxed  separately,  with  the  exception  of  married 
couples,  who  may  file  a  joint  return.  The  income  of  children  is  not 
aggregated  with  that  of  their  parents. 

The  income  of  trusts,  estates  and  corporate  trusts,  including 
partnerships  and  associations  with  transferable  shares,  is  also 
subject  to  the  personal  income  tax. 


Rate  Structure 

The  effective  rates  of  tax  on  the  two  classes  of  taxable  income 
are  5.375%  for  "earned"  income  and  10.75%  for  "unearned"  income. 

This  differential  has  its  roots  in  the  historical  origin  of  the 
personal  income  tax.  When  the  personal  income  tax  was  adopted,  the 
property  and  economic  activities  whose  income  was  subjected  to  the  new 
statewide  tax  were  simultaneously  exempted  from  the  local  property  tax 
in  order  to  avoid  double  taxation.  The  rates  originally  established 
for  these  two  classes  of  income  were  apparently  intended  to 
approximate  the  previous  statewide  average  burdens  of  local  property 
taxes  on  the  properties  and  activities.  We  will  treat  this  dual  rate 
feature  as  a  part  of  the  basic  structure  of  the  tax. 


Taxable  Period 

The  taxable  period  is  one  year  (or  less),  usually  the  calendar 
year.  Income  may  be  reported  according  to  the  cash  or  accrual 
method.  Where  property  is  sold  on  a  deferred  payment  basis,  gains  may 
be  reported  in  the  years  the  payments  are  received. 
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There  is  no  Massachusetts  provision  for  income  averaging.   Net 
capital  losses  may  be  carried  forward  for  five  years. 


Interstate  and  International  Aspects 

Residents  are  taxed  upon  their  entire  income/  whether  derived  from 
Massachusetts  sources  or  elsewhere,  without  allocation  or  apportion- 
ment. 

Nonresidents,  in  general,  are  taxed  only  on  income  from  sources 
within  Massachusetts. 

A  resident  may  take  a  limited  credit  against  the  Massachusetts 
income  tax  for  income  taxes  due  to  other  states,  the  District  of 
Columbia,  any  territory  or  possession  of  the  United  States,  or  Canada 
or  its  provinces  on  any  item  of  Massachusetts  gross  income. 
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COMPUTATION  OF  THE  FEDERAL  AND  MASSACHUSETTS 

PERSONAL  INCOME  TAXES 
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THE  CORPORATE  EXCISE 
AND  OTHER  BUSINESS  EXCISES 


In  1780,  the  Massachusetts  Constitution  gave  to  the  General  Court 
the  power  to  levy  "reasonable  duties  and  excises  upon  any  produce, 
wares,  merchandise  and  commodities  brought  into,  produced, 
manufactured,  or  being  within  the  Commonwealth". 

The  corporate  excise  was  enacted  in  1919,  replacing  a  corporate 
franchise  tax  which  was  levied  on  the  value  of  capital  stock. 
Initially,  the  corporate  excise  was  imposed  on  corporate  excess 
(similar  to  net  worth)  and  net  income. 

In  1962,  the  corporate  excess  measure  was  repealed.  The  tax  is 
now  levied  on  tangible  property  or  net  worth  (depending  on  the  type  of 
property  held  by  the  corporation)  and  net  income. 

Revenues  brought  in  by  the  corporate  excise  represent  10.2%  of 
total  tax  revenues  collected  by  the  Department  of  Revenue  for  fiscal 
year  1983.  The  tax  ranks  third,  after  the  individual  income  tax  and 
sales  and  use  tax,  in  amounts  collected.  Corporate  excise  collections 
for  fiscal  year  1985  are  expected  to  be  $593  million. 


BASIC  STRUCTURE 

Tax  Base 

Generally,  Massachusetts  business  corporations  are  subject  to  a 
tax  (called  the  corporate  excise)  on  both  property  and  net  corporate 
income. 

With  respect  to  the  property  measure,  corporations  whose  tangible 
assets  in  Massachusetts  exceed  a  certain  percentage  of  their  total 
assets  in  Massachusetts  are  taxed  on  the  value  of  their  tangible 
property.   Other  corporations  are  taxed  on  a  net  worth  basis. 
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With  respect  to  the  net  corporate  income  measure,  net  income  is 
gross  income  for  federal  income  tax  purposes,  with  certain  additions 
such  as  interest  earned  on  state  obligations,  less  certain  deductions, 
such  as  ordinary  and  necessary  business  expenses,  allowable  under  the 
provisions  of  the  Internal  Revenue  Code.  Many  of  these  deductions  are 
considered  to  be  part  of  the  basic  structure.  For  example,  in 
providing  for  depreciation  deductions,  the  basic  structure  would  allow 
the  cost  of  property  to  be  written  off  over  its  useful  life.  However, 
rules  which  allow  accelerated  depreciation  deductions  are  listed  as 
tax  expenditures. 

Banks,  security  corporations,  savings  banks,  cooperative  banks, 
savings  and  loan  associations,  utility  corporations,  and  insurance 
companies  are  taxed  in  a  different  manner.  As  we  have  not  yet 
performed  a  tax  expenditure  analysis  on  these  taxes,  they  are 
generally  not  included  in  this  budget.  Exceptions  occur  where  these 
other  corporations  enjoy  the  benefit  of  federal  and  state  tax 
expenditures  because  the  taxes  to  which  they  are  subject  are  based  at 
least  in  part  on  net  income. 


Taxable  Unit 

A  corporation   is   a   taxpayer   separate  and  distinct   from   its 
shareholders. 


Rate  Structure 

The  effective  excise  rate  on  corporations  is  9.5%  of  net  income 
apportioned  to  Massachusetts,  and  $2.60  per  $1,000  of  the  value  of 
Massachusetts  tangible  property  or  net  worth  allocable  to 
Massachusetts.   The  minimum  tax  is  $228. 


Taxable  Period 

The  taxable  period  for  corporations  is  either  the  calendar  year  or 
the  corporation's  fiscal  year;  estimated  payments  are  made  at  various 
intervals  during  the  taxable  year.   Federal  accounting  periods  and 
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methods  have  been  adopted.  Net  operating  loss  carryforwards  may  be 
taken  for  losses  sustained  during  a  corporation's  first  five  taxable 
years. 


Interstate  and  International  Aspects 

All  domestic  corporations  are  subject  to  the  corporate  excise  by 
reason  of  corporate  existence  at  any  time  during  the  taxable  year. 
Foreign  corporations  doing  business  within  the  state  or  owning 
property  in  the  state  are  also  subject  to  the  excise.  Corporations 
doing  business  both  within  and  without  Massachusetts  are  entitled  to 
apportion  net  income  if  they  have  income  from  business  activity  which 
is  taxable  in  another  jurisdiction,  using  a  formula  based  on  real  and 
tangible  personal  property,  payroll,  and  sales  in  Massachusetts. 
Under  certain  circumstances,  taxpayers  may  petition,  or  the 
Commissioner  may  impose,  alternate  methods  of  accounting  to  reflect 
more  fairly  a  taxpayer's  liability,  including  "combined"  accounting 
with  other  commonly  owned  and  operated  corporations.  For  purposes  of 
Ihis  tax  expenditure  budget,  worldwide  unitary  is  assumed.  In  the 
event  of  a  law  change  restricting  the  application  of  worldwide 
unitary,  new  tax  expenditures  might  be  created,  in  particular  with 
regard  to  the  treatment  of  foreign-source  income. 
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COMPUTATION  OF  FEDERAL  CORPORATION  INCOME  TAX 
AND  MASSACHUSETTS  CORPORATE  EXCISE 


COMPUTE 
FEDERAL 

GROSS 
INCOME 


NET 
INCOME 


i 


k 


FEDERAL  GROSS 
INCOME 


* 


IS  INCOME 
SUBJECT  TO  -I 
APPORTIONMENT 

NO 


YES 


APPLY 
DEDUCTIONS 


APPLY 
MASSACHUSETTS 
MODIFICATIONS 


♦ 


FEDERAL 
TAXABLE 
INCOME 


f 


Y 


APPLY  TAX  RATE 


GROSS  FEDERAL 
TAX 


♦ 


APPLY  CREDITS 


♦ 


NET  FEDERAL 
TAX 


■-INCOME  SUBJECT    COMPUTE  TAXABL 

TO             PROP, 

>  OR  NET 

APPORTIONMENT         WORTH 

*            + 

APPLY          TAXABLE  PROP. 

APPORTIONMENT      OR  NET  WORTH 

% 

| 

♦         1 

I    1 

APPORTIONED        APPLY  TAX 

MASSACHUSETTS       $2.60  PER 

INCOME            $1,000 

* 

1 

APPLY 

U.J. I. P.  & 

SOLAR  OR  WIND 

DEDUCTION 

♦ 

MASSACHUSETTS 

TAXABLE  INCOME 

Hi 

* 

• 

APPLY  TAX  RATE 

9.5% 

1 V^>  GROSS  TAX^- 

1 

♦ 

APPLY  CREDITS        | 

Jc  C      1  <   i   (i  L  • 

2.  U.J. I. P. 

3 .  CARRYOVER 

1 

♦ 

NET 

MASSACHUSETTS       | 

TAX 

1 

MIN.  TAX  $288      111 
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SALES  AND  USE  TAX 


Massachusetts  imposes  a  sales  and  use  tax  on  retail  sales.  In 
addition  to  the  sales  and  use  tax,  there  are  several  separate  special 
excises,  each  limited  to  a  particular  type  of  property,  which  have  not 
been  included  in  this  tax  expenditure  budget. 

The  Massachusetts  sales  and  use  tax,  first  imposed  in  1966,  is 
levied  at  a  rate  of  5%.  The  sales  tax  applies  to  retail  sales  made 
within  the  state  and  the  use  tax  to  property  purchased  outside  of 
Massachusetts  but  intended  for  use  within  the  state. 

Revenues  brought  in  by  the  sales  and  use  tax  represent  21.3%  of 
total  tax  revenues  collected  by  the  Department  of  Revenue  for  fiscal 
year  1983.  The  tax  ranks  second,  after  the  individual  income  tax  in 
amounts  collected.  Sales  and  use  tax  collections  for  fiscal  year  1985 
are  expected  to  be  $1,074  million. 


Tax  Base 

For  the  purposes  of  this  tax  expenditure  budget,  we  have  chosen 
not  to  make  any  assumptions  about  the  base  of  the  Massachusetts  sales 
and  use  tax.  Some  people  take  a  narrow  view  of  what  a  retail  sale  is, 
limiting  the  term  to  sales  to  final  consumers,  i.e.,  individuals. 
Others  would  include  sales  to  business,  especially  in  instances  where 
the  purchase  will  not  become  an  ingredient  or  component  in  a  product 
to  be  sold.  In  an  effort  to  acknowledge  both  theories,  we  will  simply 
list  the  various  exemptions  under  the  sales  tax.  Some  or  many  of 
these  exemptions  would  be  considered  to  be  properly  excluded  from  the 
tax  base  depending  upon  one's  point  of  view. 

In  addition  we  have  included  room  rentals  and  sales  of  services 
and  real  property.  These  items  are  not  covered  by  specific 
exemptions.  They  are  not  taxed  because  the  statute  limits  the  tax  to 
sales  of  tangible  personal  property.  However,  many  people  would  see 
these  transactions  as  properly  taxable  under  a  retail  sales  tax. 
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Taxable  Unit 

The  sale  and  use  tax  is  an  in  rem  tax,*  that  is,  it  is  levied  on 
the  thing  to  be  sold  or  used. 


Rate  Structure 

The  sales  and  use  tax  rate  is  5%  of  the  purchase  price. 


Taxable  Period 

The  tax  is  imposed  at  the  time  of  sale  or  use  and  remitted  at 
specified  intervals  by  the  vendor. 


Interstate  and  International  Aspects 

Massachusetts  apples  the  destination  principle  to  international 
and  interstate  sales.  Accordingly,  exports  are  exempt  and  imports  are 
taxable  under  either  the  sales  or  the  use  tax.  Statutory  exemptions 
for  exports  are  therefore  not  listed  as  tax  expenditures. 
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COMPUTATION  OP  MASSACHUSETTS 
SALES  AND  USE  TAX  BY  THE  VENDOR* 


GROSS  RECEIPTS 
FROM  TAXABLE  SALES 


I 


APPLY  5%  TAX 


I 


SALES  TAX 


A  purchaser  is  also  responsible  for  payment  of  the  use  tax 
directly  to  the  Commonwealth  on  the  sales  price  of  property 
brought  into  the  Commonwealth  for  storage,  use,  or  other 
consumption  on  which  a  sales  and  use  tax  has  not  been  paid 
separately. 
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ESTATE  TAX  AND  GENERATION  SKIPPING  TAX 


These  taxes  are  imposed  on  the  transfer  of  property  (wealth)  by  an 
individual  to  others,  either  when  the  individual  dies  or  when  a  gift 
is  made. 

The  Massachusetts  estate  tax  is  levied  on  transfers  at  death.  It 
was  enacted  in  1975  to  replace  an  earlier  inheritance  tax.  (The 
inheritance  tax  continues  to  apply  to  estates  of  decedents  dying 
before  January  1/  1976).  The  Massachusetts  estate  tax  ties  into  the 
federal  estate  tax  in  effect  on  January  1,  1975.  Therefore, 
subsequent  federal  estate  tax  amendments  do  not  apply  for 
Massachusetts . 

In  1983,  Massachusetts  adopted  the  generation-skipping  tax.  This 
tax  is  imposed  on  transfers  of  property  to  remote  generations  (usually 
by  means  of  trusts)  .  It  attempts  to  produce  the  same  amount  of  tax 
that  would  be  levied  if  the  property  were  taxed  in  each  generation. 

Massachusetts  has  no  gift  tax. 

Revenues  brought  in  by  the  estate  tax  represent  2.26%  of  total  tax 
revenues  collected  by  the  Department  of  Revenue  for  fiscal  year  1983. 
Estate  tax  collections  for  fiscal  year  1985  are  expected  to  be 
$124  million.  Generation-skipping  tax  collections  are  estimated  to  be 
$0. 5  million. 


BASIC  STRUCTURE 

Tax  Base 

The  base  of  the  estate  tax  is  the  transfer  of  Massachusetts 
property  at  death.  The  transfer  is  a  net  value,  that  is,  the  value  of 
the  gross  estate  less  debts,  administration  expenses,  funeral  expenses 
and  claims. 
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The  base  of  the  generation-skipping  tax  is  a  transfer  of  property 
which  skips  one  or  more  generations. 


Taxable  Unit 

The  taxable  unit  for  the  estate  tax  is  the  individual  decedent.  A 
marital  deduction  up  to  a  maximum  of  50%  of  the  Massachusetts  adjusted 
gross  estate  is  available.  The  effect  of  the  deduction  is  to  treat 
the  estates  of  a  married  couple  as  a  single  unit.  The  marital 
deduction  is  not  considered  to  be  a  tax  expenditure,  but  an  aspect  of 
the  taxable  unit  rule  which  provides  that  a  part  of  a  married  couple's 
property  be  taxed  only  once. 

The  taxable  unit  for  the  generation-skipping  tax  is  the  "deemed 
transferor",  i.e.,  the  person  in  the  intervening  generation  through 
whom  the  property  is  deemed  to  pass  to  the  recipient.  The  deemed 
transferor's  estate  is  the  measure  of  the  tax  although  the  estate  is 
not  liable  for  the  tax. 


Rate  Structure 

The  estate  tax  is  imposed  at  graduated  rates  ranging  from  5%  of 
taxable  estates  not  over  $50,000  to  16%  on  the  excess  of  taxable 
estates  over  $4  million.  The  minimum  tax  is  the  amount  of  state  death 
taxes  allowable  as  a  credit  for  the  federal  estate  tax.  There  is  a 
basic  exemption  of  $30,000.  For  Massachusetts  net  estates  of  $60,000 
or  less,  the  basic  exemption  is  the  amount  of  the  net  estate.  The 
basic  exemption  is  not  considered  to  be  a  tax  expenditure,  but  rather 
the  point  where  the  rate  structure  begins  to  apply. 

The  generation-skipping  tax  is  equal  to  the  amount  of  the  credit 
allowed  under  the  federal  generation-skipping  tax  for  Massachusetts 
estate  tax  paid  by  the  deemed  transferor's  estate  on  the  property 
transferred. 
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Taxable  Period 

The  taxable  period  is  the  lifetime  of  the  decedent,  with  the  tax 
required  to  be  paid  at  least  each  generation. 

The  estate  tax  is  levied  at  the  decedent's  death,  with  the  tax  due 
nine  months  thereafter.  The  generation-skipping  tax  is  imposed  at  the 
time  of  the  generation-skipping  transfer. 


Interstate  and  International  Aspects 

Under  the  estate  tax,  estates  of  resident  decedents  are  taxed  on 
Massachusetts  property  included  in  the  federal  gross  estate  less  the 
value  of  real  and  tangible  personal  property  located  outside  the 
state.  Estates  of  nonresident  decedents  are  generally  taxed  on  real 
and  tangible  personal  property  located  in  Massachusetts. 

The   generation-skipping   tax   only   applies   when  the   original 

transferor  is  a  Massachusetts  resident  at  the  time  of  the   first 

transfer   or   when   the  property   transferred   includes  Massachusetts 
property. 
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COMPUTATION  OF  MASSACHUSETTS  ESTATE  TAX,  CHAPTER  65C 


1975 

federal" 

GROSS 
ESTATE 


APPLY 
MASSACHUSETTS" 
MODIFICATIONS 


MASSACHUSETTS 
GROSS  ESTATE 


* 


APPLY   FUNERAL 
EXPENSES,    MORT- 
GAGES,   CLAIMS 
AGAINST  THE 
ESTATE 

t 

MASSACHUSETTS 
NET  ESTATE 


NO  TAX« 


-IS  MASSACHUSETTS  H 
NET  ESTATE  GREATER 
THAN  $60,000 

YES  I 


•YES  II-*  ENTER  20%  OF 
NET  ESTATE  IN 
EXCESS  OF 
$60,000 


i 


APPLY 
ADMINISTRATIVE 
EXPENSES  AND  NET 
LOSSES 

MASSACHUSETTS 
ADJUSTED  GROSS 
ESTATE 

APPLY  DEDUCTIONS 
AND  EXEMPTIONS 

MASSACHUSETTS 
TAXABLE  ESTATE 

APPLY 
APPROPRIATE 
TAX  RATE 


t 


YES- 


I 


IS  THIS 

GREATER 

THAN 
MASSACHUSETTS 
ESTATE  TAX 


NO 


T 


MASSACHUSETTS 
ESTATE  TAX 


I 


TAKE  THE  20%  AS 
MASSACHUSETTS 
ESTATE  TAX 


I 


-YES« 


ENTER  CREDIT 
FOR  STATE 
DEATH  TAXES 

♦ 

IS  CREDIT 
GREATER  THAN 
MASSACHUSETTS 
ESTATE  TAX 


♦ 


THE  CREDIT  IS 
MASSACHUSETTS 
ESTATE  TAX 


APPLY  AMOUNTS 
PREVIOUSLY 
PAID 

♦ 

BALANCE  DUE  OR  REFUND 


1 


TAKE 
MASSACHUSETTS 
ESTATE  TAX 
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APPENDIX  A 


UNITED  STATES  TAX  EXPENDITURES  NOT  ADOPTED  BY  MASSACHUSETTS1 


1) 

2) 
3) 


4) 


5) 


6) 

7) 


Corporations 

Deferral  of  income  of  Domestic 
International  Sales  Corp- 
orations (DISCs) 

Deferral  of  income  of  con- 
trolled foreign  corporations 

Suspension  of  regulations 
relating  to  allocation  under 
section  861  of  research  and 
experimental  expenditures 

The  alternative  tax  rate 
available  for  capital  gains, 
including  royalties  from  coal, 
certain  timber  income  and  iron 
ore 

Energy  incentive  credits:   for 
alternative  production,  al- 
cohol fuel,  intercity  buses, 
and  alternative  conservation 
and  new  technology 

Exclusion  of  interest  on  state 
and  local  government  bonds 


Safe-harbor  leasing: 
ment  credit 


invest- 


8)  Reduced  rates  on  first 
$100, 000  of  corporate  income 

9)  Tax  credit  for  corporations 
receiving  income  from  doing 
business  in  United  States 
possessions 

10)  Investment  credit  -  the 
Massachusetts  credit  is  much 
narrower  than  the  federal 
credit 


Individuals 

1)  Credit  for  increasing  research 
activities 

2)  Suspension  of  regulations 
relating  to  allocation  under 
section  861  of  research  and 
experimental  expenditures 

3)  Energy  incentive  credits:   for 
alternative  fuel  production, 
alcohol  fuel,  alternative 
conservation  and  new  tech- 
nology and  broader  residential 
energy  credits 

4)  Deductibility  of  mortgage 
interest  on  owner-occupied 
homes 

5)  Deductibility  of  property  tax 
on  owner-occupied  homes 

6)  Deductibility  of  non-mortgage 
interest  in  excess  of  invest- 
ment income 

7)  Reinvestment  of  dividends  in 
stock  of  public  utilities 

8)  Exclusion  of  interest:   on 

certain  savings  certificates, 
net  interest  exclusion  and 
dividend  and  interest  ex- 
clusion 

9)  Investment  credit 

10)  Deductibility  of  charitable 
contributions 

11)  Targeted  jobs  credit 

12)  Tax  credit  for  the  elderly 

13)  Deductibility  of  casualty  and 
theft  losses 
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Individuals  continued 

14)  Earned  income  credit 

15)  Credit  for  political 
contributions 

16)  Deductibility  of  non-business 
state  and  local  taxes  (other 
than  owner-occupied  homes) 

17)  Exclusion  of  interest  on  state 
and  local  government  bonds 
other  than  obligations  of 
Massachusetts  and  its  sub- 
divisions 

18)  Deduction  for  contributions  to 
Keogh  plans  and  individual 
retirement  plans 


Tax  Expenditures;  Budget  Control  Options  and  Five-Year  Budget 
Projections  For  Fiscal  Years  1983-1987/  Congressional  Budget 
Office,  November  1982. 

Note:   Where  Massachusetts  has  a  similar,  but  not  identical, 
provision,  the  equivalent  U.S.  tax  expenditure  has  not  been  listed. 
The  deduction  for  two-earner  married  couples  is  not  listed  because 
Massachusetts  does  not  have  a  graduated  income  tax,  rendering  the 
deduction  inappropriate.   The  exclusion  for  income  earned  by  in- 
dividuals abroad  is  not  listed  because  Massachusetts  does  not  include 
this  income  in  the  personal  income  tax  base. 
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APPENDIX  B  -  PART  1 


THE  TREATMENT  OF  BASIC  NECESSITIES 


A  sales  tax  without  exemptions  is  regressive  since  it  is  levied  on 
consumption.  Persons  who  must  spend  most  of  their  disposable  income 
on  consumption  bear  a  disproportionally  high  tax  burden.  Exemptions 
for  basic  necessities  can  help  to  alleviate  the  sales  tax  burden  on 
low  income  persons.  Although  it  is  difficult  to  classify  necessities, 
items  commonly  accepted  as  such  include  food,  clothing,  drugs  and 
medicines,  household  fuel,  utility  service,  basic  appliances,  and 
household  supplies. 

Massachusetts  exempts  most  necessities.  All  food  for  human 
consumption  (except  food  sold  in  restaurants)  is  exempt.  As  of  1982, 
twenty-six  out  of  the  forty-five  states  that  administer  a  sales  tax 
exempt  food  but  tax  candy  or  soft  drinks  or  both.  Other  basic 
necessities  exempt  in  the  Massachusetts  statute  include  clothing  up  to 
a  value  of  S175.0O  per  item,  prescription  drugs  and  medicines, 
household  fuel,  certain  energy  conservation  equipment,  utility 
services,  and  some  basic  household  supplies.  Within  these  exemptions 
there  are  specifically  included  items  which  generally  are  not 
considered  to  be  necessities.  There  are  also  some  exemptions  which 
are  so  broad  as  to  include  items  generally  not  considered  to  be 
necessities. 
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Following  is  a  list  of  selected  exempt  and  taxable  items  which 
illustrates  the  preceding  discussion. 


Exempt  Items  Taxable  Items 


Baby  Oil  Aspirin 

Candy  Baby  Lotion 

Coffee  Baby  Powder 

Ice  Facial  Tissue 

Ice  Cream  Medicinal  Lozenges 

Soft  Drinks  Refrigerators 

Tea  Soap 

Cooking  Equipment 
Toilet  Tissue 
Laundry  Machines 
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APPENDIX  B  -  PART  2 
THE  TREATMENT  OF  SERVICES 

Massachusetts  does  not  tax  services.   Services  are  exempt  by  the 
limitation  of  "retail  sale"   to  the  sale  of  tangible  personal 
property.   Among  the  forty-five  states  administering  a  sales  tax, 
twenty-three  tax  some  variety  of  services.   Hawaii/  New  Mexico  and 
South  Dakota  tax  virtually  all  services.   Most  states,  however,  prefer 
to  limit  taxation  to  particular  types  of  services. 

Following  is  a  list  of  selected  services  and  accompanying  revenue 
estimates . 


Business  Services 

Accounting,  Auditing  and  Bookeeping 

Advertising 

Architectural/ Engineering 

Computer  and  Data  Processing 

Credit  Reporting  and  Collection 

Public  Relations,  Management  and  Consulting 

Services  to  Buildings 

Personal  Services 


1985 

Estimate 

($ 

millions )  * 

$    12. 

9 

8. 

0 

37. 

9 

25. 

0 

L, 

,4 

34. 

,3 

11. 

,0 

s 


Beauty /Barber  Shops  *        12.< 

Electrical  Repair  6.8 

Other  Repair  Shops  10.8 

Funeral  and  Crematories  6.7 

Laundry,  Cleaning  and  Garment  15.3 

Photographic  Studios  2.4 

Reupholstery /Furniture  1.8 

Automobile  Services 

Auto  Repair/Parking  33.8 

Miscellaneous  Services  (except  repair)  2.0 

Professional  Services 

Health  Services  (Physicians  and  Dentists)  120.2 

Hospitals  325.2 

Legal  Services  51.6 

Nursing  Home  Care  66.0 

Other  Medical  Services  40.0 

Entertainment  and  Sports  29. 5 

*  The  tax  expenditure  estimates  represent  the  revenues  lost  because 
services  are  exempt. 
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